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SUBJECT: Manufacturers’ |Investnent Credit/Extend to Mneral Extraction Activities

SUMVARY

Under the Bank and Corporation Tax Law (B&CTL), this bill would expand the

Manuf acturers’ Investnent Credit (MC) to include specified activities related to
extracting nonnetallic mnerals described in Standard Industrial Cassification
(SIC) Codes 1411 to 1499.

EFFECTI VE DATE

As a tax levy, this bill would becone effective imediately and would apply to
i nconme years beginning on or after January 1, 1999.

LEG SLATI VE H STORY

SB 671 (Stats. 1993, Ch. 881); SB 676 (Stats. 1994, Ch. 748); SB 38 (Stats. 1996,
Ch 954.); SB 1106 (Stats. 1997, Ch. 604); AB 2798 (Stats. 1998, Ch. 323); AB 473
(1999/ 2000) .

SPECI FI C FI NDI NGS

Exi sting state and federal |aws generally allow a depreciation deduction for the
obsol escence or wear and tear of property used in a business or investnent
property. The property nust have a limted, useful life of nore than one year
and i ncl udes equi pnent, machi nery, vehicles and buil dings, but excludes |and.
Property is assigned to specific classifications related to the nunber of years
of its useful life. The property then may be depreciated over the nunber of
years of its useful life (recovery period).

Exi sting state and federal |laws allow a taxpayer to deduct expenses paid or
incurred in the ordinary course of a taxpayer’s business.

Exi sting state | aw all ows taxpayers to use various credits agai nst tax such as
the MC. The MC allows qualified taxpayers a credit equal to 6% of the anount
paid or incurred after January 1, 1994, for qualified property that is placed in
service in California.

For purposes of the MC, a qualified taxpayer is any taxpayer engaged in
manuf acturing activities described in specified codes in the SIC Manual .
Qualified property is any of the foll ow ng:
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1) Tangi bl e personal property that is defined in Section 1245(a) of the
Internal Revenue Code (IRC) and used primarily:

for manufacturing, processing, refining, fabricating or recycling of
property;

for research and devel opnent;

for the mai ntenance, repair, measurenent, or testing of otherw se
qual i fied property; or

for pollution control which neets or exceeds state or |oca

st andar ds.

2) The value of any capitalized |abor costs directly allocable to the
construction or nodification of the property listed in #1 above or for
speci al purpose buildings and foundations listed in #3 bel ow

3) Special purpose buildings and foundations that are an integral part of
manuf acturing, refining, processing or fabricating, or research and storage
facilities that are part of the process, which are used by qualified persons
perform ng manufacturing activities described in specific codes relating to
comput er, accounting, and office machines, electronic equi prent and
accessories, biotech or biopharnmaceutical activities, sem conductor

equi pment manufacturing activities and certain aerospace manufacturing
activities.

For taxpayers engaged in conputer progranm ng and conputer software rel ated
activities, qualified property includes (1) conputers and conputer periphera

equi pment used in those businesses primarily for the devel opnent and nmanufacture
of prepackaged software or customsoftware prepared to the special order of the
pur chaser who uses the programto produce and sell or license copies of the
program as prepackaged software, and (2) the value of any capitalized | abor costs
directly allocable to the construction or nodification of such property.

The M C explicitly excludes certain types of property fromthe definition of
qual i fied property, including equipnent used in the extraction process.

The M C provides a variety of special rules for costs paid pursuant to a binding
contract and | eased property. The credit may be carried over until exhausted,
for a maxi mum of eight years. For small businesses, this carryover period is
extended to ten years. The taxpayer nust recapture any credit previously all owed
if the property is renoved from California, disposed of to an unrelated party or
converted to an unauthorized use within one year fromthe date the property is
first placed in service in California.

The M C wi |l becone inoperative on January 1, 2001, or on the January 1 of the
earliest year after 2001 if the total enploynent in manufacturing in this state
does not exceed by 100,000 jobs the total enploynent in manufacturing in this
state on January 1, 1994. The Enpl oynent Devel opnent Departnent (EDD) is
required to report to the Legislature annually on this determ nation

Certain “new busi nesses” (as defined) may claiman exenption fromsal es and use
tax instead of this tax credit. The existing sales and use tax |law also allows a
taxpayer to claima refund for the sales or use tax that was paid on the purchase
of qualified property rather than claimng the MC.
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Under the B&CTL, this bill would include specified |ines of business relating to
extracting nonnetallic mnerals in the definition of “qualified taxpayer” for the
M C. These activities are described in SIC Codes 1411 to 1499, inclusive, as
foll ows:

141 DI MENSI ON STONE
1411 Di nension Stone
142 CRUSHED AND BROKEN STONE, | NCLUDI NG RI PRAP
1422 Crushed and Broken Linestone
1423 Crushed and Broken Granite
1429 Crushed and Broken Stone, Not El sewhere O assified
144 SAND AND GRAVEL
1442 Construction Sand and G avel
1446 Industrial Sand
145 CLAY, CERAM C AND REFRACTORY M NERALS
1455 Kaolin and Ball C ay
1459 C ay, Ceramic and Refractory Mnerals, Not El sewhere O assified
147 CHEM CAL AND FERTI LI ZER M NERAL M NI NG
1474 Pot ash, Soda, and Borate M nerals
1475 Phosphat e Rock
1479 Chem cal and Fertilizer Mneral Mning, Not El sewhere Cassified
148 NONMETALLI C M NERALS SERVI CES, EXCEPT FUELS
1481 Nonnmetallic Mnerals, Except Fuels
149 M SCELLANEQU NONMETALLI C M NERALS, EXCEPT FUELS
1499 M scel | aneous Nonnetallic M nerals, Except Fuels

This bill would add SIC Codes 1411 to 1499, inclusive, to the definition of
“qualified property” for the MC. In addition, the activity test for qualified
property would be nodified to include extracting of property, beginning at the
point raw naterials are obtained. Thus, “qualified property” would include
tangi bl e personal property defined in | RC Section 1245(a) for use by a qualified
taxpayer in a line of business described in SIC Codes 1411 to 1499, that is
primarily used for extracting of property, beginning at the point at which any
raw materials are obtained. The value of any capitalized | abor costs directly
all ocable to the construction or nodification of such property also would be
included in “qualified property.”

This bill would specify that “qualified property” would not include equi pnent
used in the extraction process, except nonnetallic mneral mning. This would
al | ow equi prent used in the extraction of nonnetallic mneral mning to qualify.

This bill would define “extracting” as the process of renmpoving nonnetallic
mnerals froma mne
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Pol i cy Consi derati ons

This bill would raise the follow ng policy considerations.

Because this bill does not nodify the binding contract rules in the
current law MC, this bill would provide a credit for qualified property
purchased or | eased pursuant to a binding contract entered into prior to
enactrment of this bill for activities undertaken prior to enactnent of
this bill, unless the costs were incurred pursuant to a binding contract
entered into prior to January 1, 1994, in which case the current |aw

bi ndi ng contract rules would apply.

This bill would not expand the M C for Personal Inconme Tax |aw (PITL)
t axpayers engaged in business relating to extracting nonnetallic

m neral s, creating inconsistent application of the MC between PITL
and B&CTL taxpayers. |In addition, in the case of any MC that is
passed through froman S corporation to the sharehol ders, the
sharehol ders woul d not be eligible to claimthe credit.

| npl enent ati on Consi derati ons

This bill does not make a correspondi ng change to the M C under the PITL

whi ch may cause taxpayer confusion. Taxpayers that are shareholders of an S
corporation may be especially confused since the credit could not flow from
the S corporation to the shareholder. This could |ead to disputes between

t axpayers and the departnent.

Techni cal Consi der ati ons

The addition of the phrase "obtained or" into the statutory definition of

t he manufacturing, processing, refining, fabricating, or recycling process
definition under qualified property may inadvertently expand the activities
qualifying for the MC under current law. This is because the statute as
proposed to be anmended nmay pernmit taxpayers engaged in Division D
(Manufacturing) activities that have related activities classified under the
same Sl C Code (because, for exanple, such related activities are snal
enough that, under the SIC Code classification rules, they are not assigned
a separate code) to claimthe MC for qualified costs incurred with respect
to activities related to "obtaining” raw materials to be used in the
manuf act uri ng, processing, refining, fabricating, or recycling process.

Unl ess the author intends to broaden the MC for existing qualified

t axpayers, the departnment woul d suggest that the "extracting" activity
additi on be added instead as a new subparagraph (F) to paragraph (1) of
subdi vision (d).

FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inpact the departnent’s costs.



Assemnmb
I ntrod
Page 5

BOARD

ly Bill 765 (Machado)
uced February 24, 1999

Tax Revenue Esti mate

The revenue inpact of this bill is estimated to be as shown in the follow ng
t abl e:

Revenue I npact of AB 765, As Introduced February 24, 1999
Effective January 1, 1999: Assunmed Enacted after June 30, 1999

$ MIlions
1999- 2000 2000- 2001 2001- 2002
($3) (%4) (%4)

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis nmeasure.

Tax Revenue Di scussion

The revenue inpact of this credit would depend on the anmount of qualified
costs incurred and the tax liability of qualified taxpayers.

Qualified costs were estimated from U. S. Departnent of Conmerce data.
Applied credit amounts were estimated fromtax returns filed by nmenbers of
the industry.

This estimte assunes that the author does not intend to broaden the MC for
existing qualified taxpayers as discussed under technical considerations.

If the author does intent to broaden the MC, this estimate will be revised
to reflect additional revenue | osses attributable to expanding the MC for
exi sting qualified taxpayers.

POSI T1 ON

Pendi ng.



